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PREFACE

In the 1930s, industrial organization emerged as a specialized field in economics. It
is not surprising that the field has changed in the many years since it began. What is re-
markable is how much it has changed. Changes in the last few years, especially, can fairly
be called revolutionary. Many of the older theories, facts, and public policy conclusions
about industrial organization have been overturned; some others are tottering.

This book integrates and clearly presents the economic theory, empirical evidence,
and public policy analyses needed to understand how industrial organization has evolved,
and to appraise it as it stands today.

More than other industrial organization books, this one traces the history of the the-
ories and inferences that have proved most important to the field. Knowing where we’ve
come from can help us understand where we are and where we’re going. This book is also
unusual in explicitly recognizing that institutions matter. Law and liberty are as much a
part of civilization as are art, music, and literature. The quality and robustness of civiliza-
tion, as well as economic efficiency, are profoundly affected by competition and the re-
straints placed on it. Much of what we call civilization consists of defining and limiting
the kinds of competition that are acceptable. These definitions and limits are embodied in
constitutions, laws, and culture.

Most people come into economics with a strong interest in public policy,' and this
book emphasizes public policy issues. In analyzing them, I have hoped to do two things.
First, I have worked with law and government regulations for years and want to pass
along what I have learned about their substance. Second, I have learned something about
analytic tools that can help us understand what institutions and public policies do and—in

'A fascinating survey demonstrates this, among other things. David Colander and Arjo Klamer,
““The Making of an Economist,”’ The Journal of Economic Perspectives, 1 (Fall 1987), pp. 95-111.
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the interest of helping others reach their own conclusions—have illustrated how to use the
tools.

Although it is possible to learn some of the same economics by working problems
carefully chosen from price theory texts and workbooks, it is more direct and economical,
as well as more interesting, to work on important real problems. Besides, real problems
are good for us. Because they can be difficult, real problems teach us respect and humility
as we grapple with them.

I have tried to be as direct and clear as possible without sacrificing substance, and
have developed the theoretical tools and analyses step by step. Although standard English
is by far the most important expository device used here, diagrams and numerical exam-
ples also help mark the way at various points. I use a little basic algebra and calculus at a
couple of places in the text and in a couple of optional appendices. The appendices are
truly optional. You do not need them to understand what is going on; but they are there for
anyone who wants to do economic studies as well as to understand and evaluate them. As
suits their purpose, the appendices are more like demonstration lessons than workbook
drills.

Those who believe that public policy and real industrial performance are more im-
portant and interesting than pure theory should be pleased to learn that this is not Jjust
another price theory book in disguise. It selects theories that are most relevant to
appraising economic performance and public policy, treats those theories as a tool kit
rather than adornment, and shows how to use the tools. This book does not slight theory,
though, and can help those who are interested in theoretical as well as empirical and pol-
icy problems.

As we go along, I will point out a number of puzzles and problems that I hope
readers will try to solve. If they do, they may decide to do some research on their own,
and, more important, begin to look at business and government practices more closely and
to ask questions about them.

Those who are interested professionally in the kinds of policies and problems this
book discusses can pick up the specific economics they need more quickly here than by
plowing through unspecialized theory textbooks. Lawyers, consultants, and business ex-
ecutives will find that this book can help in much of what they do.

I have already mentioned some of the unusual features of this book, such as show-
ing how institutions matter and presenting appendices that can help those who want them
without imposing on those who do not. There are also some novelties in topics covered,
including new material in Chapter 9 about what I call compound pricing, and predatory
pricing; and in analyzing the problem of externalities, Chapter 17 discusses airport noise,
lighthouses and bees, buffalo hunting, commercial fishing, and crude oil production. A
short section in Chapter 14 shows how to read and interpret the regression equations that
now commonly appear in empirical works on industrial organization.

Seattle, Washington
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1 INTRODUCTION

WHAT IS INDUSTRIAL ORGANIZATION?

Industrial organization studies how the performance of an industry is related to its struc-
ture; that is, to the number and size of firms it contains. How can industry performance
and structure be measured or appraised? Concentrated industries are those in which the
leading firms do a relatively large share of the business. Do concentrated and
unconcentrated industries perform differently? How does the performance of individual
firms affect the structure and performance of the industries in which they operate? If there
is a substantial causal relationship between performance and structure, does it go both
ways, with structure affecting performance and performance affecting structure? And, if
industrial performance seems deficient but remediable, which government policies are
likely to help more than they cost?

Answering questions such as these is what this book is about.

Systematic study of industrial organization started at Harvard University in the
1930s, during the Great Depression, a time of political and intellectual ferment every-
where. It is hard to pin down why specific schools of thought started where they did.
Edward Mason, the Harvard professor of economics who practically fathered the new
field, later wrote that the influence of Edward H. Chamberlin had been *‘profound.’’! In
Mason’s words:
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Chamberlin’s theoretical insights were developed by his Harvard colleagues in the messier
areas of industry statistics, studies of particular firms, and antitrust policy. I had some hand in
this along with younger colleagues and graduate students of whom Donald H. Wallace and
Joe S. Bain deserve particular mention. . . . we had some hope of developing an operational
classification of market structures that would not only go far toward explaining the behavior
of firms but also provide normative standards of performance of use to antitrust policy. Al-
though this goal was never reached, a substantial contribution, I believe, was made in
shaping the field of industrial organization.’

The last two sentences of this quotation refer modestly to one of the things for which
Professor Mason and Joe Bain are famous. It came to be known as the Structure-Conduct-
Performance Paradigm, which dominated the field of industrial organization for many
years and is still popular.

In the beginning, most economists seem to have believed that the structure-conduct-
performance relationship was largely or altogether one way: to a significant degree the
structure of an industry determines the conduct of firms in it; and how firms behave to a
significant degree determines how well the industry performs. The major hypothesis was
that a highly concentrated industry—one with a few large firms—was more prone to col-
lude or act as though it had, resulting in high prices, high profits, and perhaps laggard
technological innovation and other deficiencies as well.’

Naturally enough, different writers used somewhat different ingredients in their ver-
sions of the same basic model. In some versions, for example, structure included concen-
tration on both the seller side and buyer side of markets; the degree of vertical integration;
product characteristics, including whether the goods are durable or nondurable, princi-
pally used by consumers or producers; and whether entry is easy, hard, or ‘‘blockaded.’’
Behavior, or conduct, included such things as advertising, product differentiation, price
discrimination, predatory and exclusionary tactics, collusion, and quasi-independent price
determination. Performance included production efficiency, optimum sizes of firms and
how fully economies of size had been realized, excess capacity, margins between price
and cost, profits, price flexibility, and ‘‘excessive’” advertising and other selling costs.

Many studies of specific industries—so-called industry studies—used this paradigm
to judge whether specific industries were effectively competitive, or needed government
intervention to improve their performance.*

Like most theories, the structure-conduct-performance paradigm proved to have
problems. One was that industrial structure did not seem to determine performance as
reliably or in quite the same way as had been theorized. A related problem was that cau-
sality, if any, might run in the opposite direction: the superior performance of some firms
could lead them to grow large, creating the very concentration that the earlier paradigm
led us to fear. In this case, however, concentration would lead to, or would have been
produced by and symptomize, superior performance in such industries. Or perhaps, over-
all, causality ran in both directions; or sometimes one way and sometimes another.

Information about such relationships, and confidence in them, changed greatly over
the years, as we will see in subsequent chapters.
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THE ROLE OF THEORY AND SCIENTIFIC METHOD IN POLICY STUDIES

Industrial organization might conceivably have developed as a purely scientific field,
avoiding normative conclusions and policy proposals altogether. If it had, it would have
used theory to collect and organize information about real firms and industries, tested and
modified the theory to explain new facts as they came along, and let it go at that. Such an
approach is not trivial: it helps explain how the world works and why it works that way—a
major accomplishment. Nor is scientific method brutal. It need not crush out compassion
or force conformity. As physical science and medicine show, scientific method probably
will never eliminate disagreement about even ‘‘the facts,”” which change over time. And
important differences in values and goals will surely remain, more perhaps in some fields
than in others.

Pure theory and pure science are not enough to satisfy everyone: many want at least
as much to improve the world as to understand it. Most who major in economics came to
that field largely because they are interested in public policy.® Many of even the best econ-
omists were attracted to economics because they hoped to do good. Alfred Marshall, the
great English economist, is an illustrious example of one who retained his interest in un-
derstanding and combating poverty.¢ In industrial organization, as in other fields of eco-
nomics, scholars have seldom hesitated to make policy proposals, even when their theo-
ries and facts were weak.

For several reasons, industrial organization tends to be even more policy oriented
and controversial than some other fields. It attracts those who are interested in policy and
who like policy debates, then teaches them skills useful in controversies that pay well.
Antitrust laws and other regulations employ industrial organization economists in busi-
ness, government, and courtrooms.

Economic theories and quantitative analyses offer precise answers to some public
policy questions. It is dangerous, however, to worship precise answers for their own sake.
First, it is clearly better to be approximately correct than precisely wrong.” And, as John
von Neumann, a world-famous mathematician, is supposed to have said, it makes no
sense to be precise about something when you do not even know what you are talking
about.

Second, one reason to ask what any theory covers is that cold arithmetic tends to
drive out values that are difficult to measure. But we must also be leery of analyses that
depend crucially upon the unmeasurable or upon an analyst’s personal values. For one
thing, charlatans have a field day when we permit them to be vague. Diviners want to be
able to take any side of all questions and hate to be bound by logic, consistency, or empir-
ical tests. They relish the freedom to sound judicial and wise, and to treat each case as a
unique phenomenon.

Third, precise quantitative answers sometimes come from analyses more compli-
cated and demanding than our data and understanding can support. When data are poor,
analysis that is hypersensitive to what we feed it can drag us far off track. And, as Alfred
Marshall warned, long chains of reasoning and reckoning can go wildly wrong even when
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our intentions are good. On top of that, complexity can be used purposefully to obscure a
trail and confuse the hounds.

Dangerous though bad theory is, there is no substitute for what good theory can do.
No finite human mind can cope with all the facts; facts do not speak clearly for them-
selves. Theory helps organize the facts we have and directs the search for others not yet in
view. Clear, explicit theory can improve communication by showing what is at issue and
by keeping us talking to one another about the same things, one at a time. Since tractable
theory must simplify, however, it can never be completely realistic. As Milton Friedman
put it:

A hypothesis is important if it ‘‘explains’’ much by little, that is, if it abstracts the common
and crucial elements from the mass of complex and detailed circumstances surrounding the
phenomena to be explained and permits valid predictions on the basis of them alone. . . . the
relevant question to ask about the *‘assumptions’” of a theory is not whether they are descrip-
tively *‘realistic,”” for they never are, but whether they are sufficiently good approximations
for the purpose at hand.*

Joan Robinson, by contrast, claimed that the assumptions of a theory should be real-
istic enough to communicate and keep a decent reputation with *‘the practical man,’” if for
no other reason. When answering a question, she said, the economist should:

- . make clear what assumptions about the nature of the problem are implicit in his answer.
If those assumptions are near enough to the actual conditions to make the answer serviceable
the practical man can accept it, but if the assumptions are very abstract the economist will
only bring the practical man into confusion and himself into disrepute by allowing him to
suppose that the question which is being answered is the same as the question which is being
asked.®

It is often hard to decide which of competing theories is most consistent with the

facts. And sometimes even the best theory does not explain or predict very well. Chapters
14 to 20 discuss these problems. "

THE ORGANIZATION OF THIS BOOK

This book provides what we need to answer the central questions of industrial organiza-
tion and to evaluate studies such as those Professor Mason mentioned in his historical
summary. The industrial organization economics developed here has three major themes:
theory, measurement, and policy.

Much of this book is about resource allocation in a market system. Earlier chapters
lay necessary theoretical foundations. Chapter 2 discusses competition in nature, war, and
games; outlines functions performed by all economic systems, from individual house-
holds on up; defines efficiency; and presents the traditional and still popular theory that the
efficiency of resource allocation depends upon whether industry is competitive or monop-
olistic. It also discusses institutions and how to appraise them.



